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Many executives and directors find it desirable to defer 
compensation that they would otherwise recognize through the 
exercise of stock options or the vesting of restricted stock (or 
units). New Section 409A of the Internal Revenue Code will 
effectively preclude deferrals of this type after an award has 
occurred.  There is, however, a brief window of opportunity 
within which employers may permit special elections to defer 
stock award gains. Anyone who is interested should contact us 
immediately. 

Do you hold stock options that are in-the-money, or unvested 
restricted stock?  Would you like to diversify your investment 
risk, or defer your taxable income from the date of  exercise 
(for options) or vesting (for restricted stock or units)?  New 
Code Section 409A1 promises to foreclose these alternatives 
for awards that have already occurred.  But not yet.

A transition period remains under the rules implementing 
Code Section 409A, and those rules leave room for deferring 
the gains attributable to outstanding stock awards.  The 409A 
transition period is set to expire at the end of  2005, although 
the Treasury Department is likely to extend the 409A deadline 
into the first part of  2006.  Prompt action is nevertheless 
advisable, although no one should implement a deferral 
program before first receiving a detailed tax analysis, which we 
will be glad to provide for clients on request.
 
Nature of Deferral Opportunity

What we describe below as a “Stock Gain Deferral Program” 
encompasses each of  the following alternatives that an 
employer could provide to executives and directors:

• With respect to restricted stock or restricted stock units, 
the ability to defer taxation from vesting to some future 
date or dates that the individual selects during the 409A 
transition period.  

• With respect to stock options and stock appreciation 
rights (“SARs”) that are in-the-money, the ability to 
convert the built-up gain into deferred compensation.  

This alternative may be of  particular interest with respect 
to in-the-money non-qualified stock options that will 
expire soon, and thereby be likely to generate taxable 
income in the near future.

• With respect to deferred share units (“DSUs”), the ability 
to elect a new distribution schedule.

Suppose, for example, that an executive holds vested stock 
options to buy 25,000 shares at an exercise price equal to $10 
per share.  If  the fair market value of  the underlying shares 
is $15 per share, the stock option has an in-the-money value 
equal to $125,000.  A Stock Gain Deferral Program could 
permit the executive to elect to collect that $125,000 in 2005, 
or to defer collecting that amount until some fixed future date, 
the date when the executive separates from service, or the date 
of  a change in corporate control. 

Deferral Alternatives During the 409A 
Transition Period

IRS Notice 2005-1 makes 2005 a transition year during which 
employers may amend plans, stock options, and SARs that 
are subject to Section 409A “to permit holders of  such rights 
to elect fixed payment terms consistent with 409A.”2 Section 
409A generally requires fixed distribution schedules, with 
distributions commencing on a specified date, on a change 
in control within the meaning of  Notice 2005-1, following a 
separation from service, on death or disability, or in response 
to an unforeseeable financial hardship.  Distribution schedules 
must be established when amounts are initially deferred; 
subsequent changes in distributions schedules are narrowly 
constrained.

Possible Rates of Return on Deferred Compensation

A Stock Gain Deferral Program may be cash-based or stock-
based.  This terminology refers not only to an employer’s 
method of  accounting for deferred compensation, but also to 
the nature of  plan distributions. 
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• Cash-based programs involve cash credits to individual 
accounts, and may permit individual investment directions 
from among a range of  investments that the employer 
authorizes.  As discussed further in Part 5 below, this 
enables an individual to diversify investment risk from 
stock-based awards into other investments.  Distributions 
typically occur in cash. 

• Stock-based programs track individual account balances 
through credits in the form of  DSUs that have a value 
tied to the fair market value of  the employer’s common 
stock.  Distributions typically occur in the form of  the 
employer’s common stock.

In contrast to a cash-based deferred compensation, no 
financial expense results from increases in the value of  shares 
that are deliverable in the future pursuant to a stock-based 
program.  This is not expected to change if  FASB implements 
its proposed changes to the accounting rules applicable to 
stock options.

Assuming that the Stock Gain Deferral Program is properly 
structured, an individual is taxed on the deferred amounts 
when paid.  These amounts are taxed as ordinary income.  
The employer only becomes entitled to a deduction when the 
amounts are paid.

Advantages and Disadvantages of Stock Gain 
Deferral Programs

For employers, a Stock Gain Deferral Program has several 
potential advantages that go beyond the goodwill that 
executives may feel.  An employer could, for example, impose 
conditions on an executive’s participation in the program.  One 
condition could take the form of  a forfeiture-for-competition 
rule that attaches to all or some of  the executive’s deferred 
compensation.  Other conditions could relate to transfer 
restrictions, holding period requirements for employer stock, 
and corporate or individual performance conditions.

An executive’s deferral under a stock-based plan ensures 
that the executive will remain invested in company stock.  
Conversely, a cash-based program may be poorly perceived by 
stockholders and analysis.

From a financial accounting perspective, a Stock Gain 
Deferral Program may enable an employer to minimize the 
expense that could arise in 2005 from future stock option 
grants or the vesting of  past grants.  Partly because FASB 
is proposing to base the expense on the stock option’s fair 
market value (as determined under a Black-Scholes, binomial, 
or similar model), many employers are considering alternatives 
that replace future or unvested stock options with other 

incentives that are by comparison less dilutive and more fairly 
valued from a benefit and expense perspective.

Illustration of Diversifying Stock Option Risk

Amplifying on the example presented above, suppose that the 
executive holds stock options to purchase, for $10 per share, 
up to 25,000 shares of  employer stock that have increased in 
value to $20 per share.  A deferred compensation program 
could permit the executive to surrender those stock options 
in exchange for deferred compensation that has a value equal 
to $250,000.  This amount could be tracked either in dollars 
or in DSUs (the latter equal to 12,500 DSUs – calculated by 
dividing $250,000 by the $20 per share fair market value).

This exchange reduces the executive’s downside – and upside 
– risk from fluctuations in the value of  employer stock. For 
example, an $8 reduction in the value of  the employer’s stock 
(to $12 per share) would reduce the executive’s stock option 
gains by 80%, to $50,000; but would only reduce the value of  
the executive’s 12,500 DSUs by 40%, to $150,000.

For executives and directors who want greater opportunities 
to diversify their investment risk, an employer could permit 
the conversion of  stock option gains into cash-based deferred 
compensation, as described above.   Note that these programs 
have the potential to create trailing financial expense for 
employers, based on increases in the deferred compensation 
liability.

Potential to Avoid Financial Expense

If  an executive converts stock option gains into deferred share 
units, the employer will generally incur a financial expense 
equal to the deferred gain.  Current FASB rules require this, 
and provide for amortization of  the expense over any expected 
vesting period.  An employer may, however, structure this type 
of  program to avoid any expense.  It takes careful navigation 
of  applicable tax and accounting rules.  The key is having the 
executive pay the exercise price by surrendering shares that 
the executive has owned for at least six months.

Conclusion

In the summer of  2004, BNA published our article warning 
that imminent tax legislation created a “critical countdown” 
for deferred compensation changes relating to distribution 
elections and the deferral of  stock plan gains.3 Code Section 
409A passed a few months later, and included grandfathering 
protection for changes made before October 3, 2004.

The transition period in place under Code Section 409A has 
left the door ajar for Stock Gain Deferral Programs, although 
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the shutdown could occur at year end (or perhaps sooner).  
Anyone who holds in-the-money stock options, restricted 
stock, restricted stock units, or deferred share units may want 
to take a moment now to consider the stock gain deferral 
alternatives that remain temporarily available.

NOTES
1. For general information about Code Section 409A, see “How Does Section 
409A Affect My Company? A Self-Diagnostic Guide for Employers” by Paul 
Hastings Partner Ethan Lipsig (BNA Pension & Benefits Daily, June 13, 
2005). See also, our website information focused on Section 409A – http://
xpay.net/XComp409Ahome.htm. 
2.  IRS Notice 2005-1, Q&A-19(c). Note that employers must bring stock-
based awards within the scope of Section 409A as a prerequisite to allowing 
payment elections under Notice 2005-1’s transition rules.
3.“ERISA at 30: Critical Countdown for Deferred Compensation – Why 2004 
is the Year to Update Distribution Elections and Defer Stock Plan Gains,” by 
J. Mark Poerio (BNA Special Report, Pension & Benefits Daily, 9/14/2004, 
republishing a Client Alert that Paul Hastings sent out in July 2004).

If you have any questions regarding this brief window of 
opportunity within which employers may permit special 
elections to defer stock award gains, or employment law 
matters in general, please contact any of the following 
attorneys:

Eric R. Keller (202) 551-1770

erickeller@paulhastings.com

Ethan Lipsig (213) 683-6304

ethanlipsig@paulhastings.com

Mark Poerio (202) 551-1780

markpoerio@paulhastings.com

SC


